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UNITED STATES BANKRUPTCY COURT

EASTERN DISTRICT OF CALIFORNIA

SACRAMENTO DIVISION

In re:

CITY OF STOCKTON, CALIFORNIA,

Debtor.

Case No. 2012-32118

D.C. No. OHS-15

Chapter 9

DIRECT TESTIMONY
DECLARATION OF ANN GOODRICH
IN SUPPORT OF CONFIRMATION OF
FIRST AMENDED PLAN FOR THE
ADJUSTMENT OF DEBTS OF CITY
OF STOCKTON, CALIFORNIA
(NOVEMBER 15, 2013)1

WELLS FARGO BANK, NATIONAL
ASSOCIATION, FRANKLIN HIGH
YIELD TAX-FREE INCOME FUND,
AND FRANKLIN CALIFORNIA
HIGH YIELD MUNICIPAL FUND,

Plaintiffs,

v.

CITY OF STOCKTON, CALIFORNIA

Defendant.

Adv. No. 2013-02315

Date: May 12, 2014
Time: 9:30 a.m.
Dept: Courtroom 35
Judge: Hon. Christopher M. Klein

1
While this declaration is made in support of confirmation of the Plan, out of an abundance of caution, and because the evidentiary hearing on

Plan confirmation and the trial in the adversary proceeding share common issues, it is being filed in both the main case and the adversary

proceeding.
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I, Ann Goodrich, hereby declare:

1. I am a consultant and labor relations project manager retained by the City of

Stockton, California (“the City”) since January 9, 2011. In my capacity as the City’s labor

relations project manager, I coordinate the City’s labor negotiations with all of its employee

groups and prepare recommendations for the City regarding its negotiations. I make this

declaration in support of confirmation of the City of Stockton, California’s (“City”) First

Amended Plan For The Adjustment Of Debts Of City Of Stockton, California (November 15,

2013).

2. I am affiliated with the firm of Renne Sloan Holtzman Sakai LLP as a Managing

Consultant. Before this affiliation, I was an independent human resources and labor relations

consultant. I also served for 29 years as Human Resources Director in the counties of El Dorado,

Sonoma, and Santa Barbara.

The City’s Settlement With The Stockton Police Officers Association

3. As the City’s labor relations project manager, I was extensively involved in both

the AB 506 mediation process and the mediation process conducted by Judge Elizabeth Perris,

particularly as regards negotiations between the City and its nine labor associations and between

the City and its retirees, as represented first by the Association of Retired Employees of the City

of Stockton (“ARECOS”) and then by the Retirees Committee.2 As I testified in my previous

declarations [Dkt. Nos. 20, 451, and 716], the City, partly as a result of these mediations, reached

agreements on new collective bargaining agreements with all nine of its employee groups. The

City resolved the claims of eight of these groups during the AB 506 mediation process. Of these

eight, seven gave up their bankruptcy claims, worth millions of dollars as calculated by the City,

for no compensation. One union that had extensive claims received time off in return for giving

up those claims. Additionally, all eight of the unions gave up the future retiree medical benefits

that were in their collective bargaining agreement, and that would have been worth millions of

dollars in bankruptcy claims, for no compensation.

2 Capitalized terms used but not defined herein have the meaning ascribed to them in the First Amended Plan for the
Adjustment of Debts of City of Stockton, California (November 15, 2013) [Dkt. No. 1204].
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4. The City’s memorandum of understanding (“MOU”) with the ninth employee

group, the Stockton Police Officers Association (“SPOA”), was approved by the City Council on

December 11, 2012 after having been ratified by the members of SPOA. A true and correct copy

of the SPOA MOU is attached hereto as Exhibit A. The SPOA MOU is the product of arduous

negotiation mediated by Judge Perris.

5. The SPOA MOU resolved the disputed issue of what claims SPOA members hold

against the City. The SPOA asserted that its members have claims in the City’s bankruptcy case

relating to the City’s modification of its 2009 MOU (pursuant to Declarations of Fiscal

Emergency beginning on or about May 26, 2010 and continuing in effect thereafter) and in

connection with the treatment of the SPOA and its members under the Pendency Plan. As

discussed on page 55 of Exhibit A, SPOA alleges that these claims total more than $13 million.

The City disputes these claims, and asserts that, if the claims were allowed, they would be

allowed in an amount less than $13 million. In consideration of resolving their disagreement

regarding this issue, the City, pursuant to the MOU, agreed that these claims will be deemed

allowed in the bankruptcy case in the aggregate amount of $8.5 million and will credit 22

additional hours of paid leave in fiscal year (“FY”) 2012-13 to SPOA members who were

employed during FY 2010-2011 and/or 2011-2012 and who were currently employed at the time

of ratification of the MOU. The MOU further deems that the claims of SPOA members shall be

satisfied under the Plan by crediting SPOA members employed during FY 2010-2011 and/or FY

2011-2012 11 additional paid leave hours in the fiscal year of approval of the Plan and 11

additional paid leave hours in the fiscal year after approval of the Plan. This benefit shall only

apply to those employees who were employed during some portion of the period July 1, 2010 and

July 1, 2012 and who are current employees as of the date the Plan is approved by the Bankruptcy

Court. Additionally, SPOA gave up all future retiree medical benefits for no additional

compensation in bankruptcy.

6. Thus, the MOU provides each eligible SPOA member with 44 hours of additional

paid leave time through FY 2014-15. The additional paid leave hours have no cash value and are

lost if not used during employment. Pursuant to the MOU, the provision of these hours shall be
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the sole compensation for the claims of SPOA and its members. The additional 22 hours

additional paid leave credit in the fiscal year of approval of the Plan and the following fiscal year

are contingent upon confirmation of the Plan and on the Plan becoming effective. The City will

honor the SPOA Claims held by SPOA members on the terms and conditions set forth in the

SPOA MOU.

The Retiree Health Benefit Claims Settlement

7. During the better economic times of the 1990s and 2000s, the City approved labor

contracts that greatly expanded its retiree health insurance commitments by promising lifetime

retiree health benefits for a City retiree and one dependent without imposing any minimum

service requirements. As Teresia Zadroga-Haase testified in her first declaration in support of the

City’s eligibility for bankruptcy relief [Dkt. No. 21], the retiree health benefits promised in these

agreements were generally uncapped. The total cost to the City of these benefits for the

approximately 1100 retirees receiving benefits on July 1, 2012, over the course of their lifetime,

were estimated by the Segal Company (“Segal”), outside licensed actuaries and consultants to the

City, to be approximately $545.9 million as of the date of the filing of the Plan. See City’s

Amended List Of Creditors And Claims Pursuant To §§ 924 And 925 (Retiree Health Benefit

Claims) [Dkt. No. 1150], p. 28. The Segal Company are licensed actuaries qualified to calculate

medical claims and post-employment benefits and are a national firm with considerable

experience in these type of calculations. The methods used by Segal in calculating these claims

were within generally accepted standards used by licensed actuaries in the United States and

involved an internal peer review process.

8. As a result of the agreements with the nine employee organizations reached as part

of the AB 506 process and the court-ordered mediation process, the City’s current 1400

employees gave up their rights to all future retiree medical benefits.

9. After the petition date, the City reduced and then eliminated its contribution to

health benefit payments for the approximately 1,100 Retiree Health Benefit Claimants. ARECOS

filed a class action adversary proceeding against the City on July 10, 2012 for breach of the

Retiree Health Benefit Claimants’ vested contractual rights to lifetime health benefits. The Court
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dismissed the ARECOS suit, advising the retirees to prosecute their claims through the

bankruptcy case.

10. The City and the Retirees Committee subsequently entered into extensive

mediations refereed by Judge Perris. Judge Perris’ mediation proved successful, and the City and

the Committee entered into a settlement resolving the Retiree Health Benefit Claims. The

Retirees Committee and their counsel reviewed the methods used by the Segal Company in

calculation of the claims. Under the settlement, the City will pay the Retiree Health Benefit

Claimants $5.1 million in full satisfaction of the Retiree Health Benefit Claims. This $5.1 million

will be divided among the retirees, with some receiving a payment of approximately $460 dollars

and retirees with the highest claims receiving approximately $14,000. These are small amounts

compared to the lifetime benefits for a fully paid medical plan for a retiree and one dependent. At

the low end, the settlement payment would purchase approximately 1-3 months of a Medicare

supplement plan for an elderly retiree and at the high end would purchase an under age 65 retiree

with a spouse approximately 7-9 months of medical insurance. Approximately 30% of retirees

are over age 65, while 70% are under. The terms of the City’s settlement with the Committee are

incorporated into the Plan.

Franklin’s Expert, Charles Moore, Misconstrues The City’s Calculations And Misrepresents The

Relative Size Of The City’s Post-employment Benefits.

11. In the Expert Report Of Charles M. Moore (the “Moore Report”), Franklin’s

expert disputes the calculation of the retiree health benefit claims. See Moore Report, at 15-18.

Moore, who appears to be an accountant with no local government experience and who is not a

licensed actuary, criticizes the method used by the Segal Company’s licensed actuaries of using 3

years of claims to establish a base of medical claims in order to calculate the projection of future

lifetime medical claims for the 1,100 retirees and their dependents. While Moore challenges this

method, he does not indicate what alternative method should have been used and does not provide

any documentation that this method violates any standards used by licensed actuaries in the

calculation of future medical claims and post-employment benefit projections.
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12. Moore acknowledges that the City and Segal took into account that when a retiree

turns age 65, the federal Medicare program becomes the primary insurance for the retiree and the

City medical plan becomes the secondary payor of medical claims. This reduces the dollar

amount of claims the City would have paid for the retiree and their dependent from age 65 until

the death of the retiree. Moore does not note, however, that Segal also took into account plan

deductibles and copays in the calculation of paid claims. Moore also ignores that, since the City’s

under 65 retiree medical benefit is limited by union collective bargaining agreements to 15 years

(and lifetime once the retiree reaches age 65), projections for young retirees who would have

exhausted their 15 years of benefits prior to age 65 were reduced as well to reflect that they would

not have earned benefits for those years.

13. Moore states that the City and Segal did not take into account how the Affordable

Care Act (ACA) should have mitigated the claim amounts. However, Moore does not explain

how the ACA would have reduced the medical claims the City would have otherwise been

obligated to pay over the lifetime of the retiree, and the City is not aware of any such effect. The

ACA does not apply to persons who qualify for Medicare, and thus is only available to persons

under the age of 65. And there is no savings to the City for claimants under 65, because while the

ACA requires individuals to purchase insurance either through the private insurance market,

through employer plans or through the federal or state insurance exchanges, this does not obviate

the City’s previous promise to pay the full cost of a premium for insurance for the retiree and

their one dependent for life. If a person buys insurance through the federal and state exchanges,

they may qualify depending on their income for a federal subsidy, but this would not have

reduced the costs of the retiree enrolled in the City plan, since a person cannot be enrolled in both

an employer plan and a plan from the exchange. Again, Moore does not explain how the ACA

would reduce the claims costs that the City would otherwise have paid for the lifetime of the

retiree and their dependent if the retiree medical program had not been eliminated.

14. Moore complains that the retiree medical benefits the City provided were high.

The City has acknowledged this itself, but those were the benefits the City committed to. Moore

complains that the average claim for retiree health benefits is around $500,000 over the retiree’s
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lifetime (for the retiree and usually the retiree’s spouse), but this number should not be surprising.

As a former Human Resource Director, I managed health plans for most of my career and am

familiar with public employer, employee and retiree medical plans and their costs. Moore,

meanwhile, seems unaware of the high cost of medical insurance in general, and in California and

in particular, for older persons and of the impact of inflation on medical claims costs that in some

cases are being projected as much as 60 years into the future. Despite complaining about the size

of these numbers, Moore provides no evidence that the calculations by the city’s licensed

actuaries, based on the actual plan benefits, actual ages of the 1,100 retirees, generally accepted

medical inflation projections and past actual claims costs, are in error.

15. In his exhibit 12, Moore lists 12 cities similar in size to Stockton with their current

and projected CalPERS rates for safety and miscellaneous employees that he gathered from

published CalPERS rates. Based on this table, Moore opines that Stockton’s costs for post-

employment benefits are high compared to the average of the 12 listed cities and states in his

expert opinion that Stockton’s costs are “unsustainable.” See Moore Report, at 18-21. However,

this comparison fails to account for the ways in which numerous differences in compensation and

benefit practices in different cities impact each city’s expenditures. Despite stating that he is an

expert in OPEB matters and employee benefits, Moore fails to take into account that a city’s

CalPERS costs are only a portion of their total costs and obligations for post-employment

compensation. To get a truly accurate comparison, one would need to also consider the following

items in order to get an accurate comparison of cost “sustainability” for Stockton compared to

Moore’s other cities:

 Each City’s Social Security Costs. While Stockton does not participate in Social

Security, several of the 12 listed cities do. In addition to the CalPERS expenditures listed

by Moore, these cities are also obligated to pay another 6.2% as the legally required

employer’s share of Social Security. For example, the cities of Long Beach and

Sacramento are in Social Security and pay an additional 6.2% for their employees in

addition to the CalPERS rates identified by Moore.

Case 12-32118    Filed 04/21/14    Doc 1381



- 8 - DIRECT TESTIMONY DECL. OF ANN GOODRICH ISO

CONFIRMATION OF FIRST AMENDED PLAN

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

 Each City’s Paid Employee’s Member Contribution costs. In addition to the Employer

CalPERS Cost listed by Moore, there is also a CalPERS Employee Cost set by law. The

Employee Cost is 7-8% for Miscellaneous employees and 9% for Safety employees. It is

common practice for cities to pay some or all of the Employee Costs that would otherwise

be paid by their employees, in addition to paying the Employer Cost. Stockton does not

pay for any of the employee’s share. Most of the cities listed in Moore’s table, on the

other hand, pay some or all of their employees’ CalPERS member’s costs, a fact readily

discovered by checking the collective bargaining agreements on the websites of these 12

cities. Modesto, for example, pays 6.6% for Miscellaneous and 7.5% for Safety for the

majority of its employees.

 Some cities pay into employees’ deferred compensation programs in addition to

CalPERS. Some agencies pay into deferred compensation programs (401k or 401a plans)

for their employees in addition to the CalPERS program. For example, Modesto pays 1-

2% of Miscellaneous employees salary, and $425-525 per month for Safety employees,

into post-employment deferred compensation accounts for their employees.

 All of the 12 cities provide some type of retiree medical benefits to their retirees and

employees in addition to CalPERS benefits. While Stockton has eliminated all of its

retiree medical benefit costs, most if not all of the agencies Moore compares to Stockton

have considerable annual costs for their existing retiree medical benefits. These annual

payments are listed on each City’s CAFR.

 Some cities have Pension Obligation Bond debt payments in addition to their

CalPERS costs. It is also a common practice for cities in California to have Pension

Obligation Bonds they have incurred to pay down their CalPERS unfunded liability.

Oakland, for example, has approximately $18 million dollars a year in POB payments.

This information is available on each city’s CAFR.

16. The Moore Report fails to account for any of these other factors in comparing

Stockton with these other agencies. In so doing, it ignores each city’s full obligations, and
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Introduction 

In 2013, the California legislature passed and Governor Jerry Brown signed the Public 
Employees’ Pension Reform Act of 2013 (PEPRA). PEPRA lowers pension benefits for  
new members of most public retirement systems and requires some public employees to 
contribute more toward funding their defined benefit (DB) pension plans. 

DB plans have been, and continue to be, an important component of public 
employee compensation. PEPRA changes California public employees’ overall compensa-
tion by reducing benefits, which should lower employer DB plan contributions. 

This paper:
•	 Explains components of public employee compensation and retirement benefits 
•	 Compares California state and local government salaries and retirement  

expenditures to other states
•	 Uses hypothetical scenarios to estimate:

 »  The monetary value of DB plans and Social Security 
 »  PEPRA benefit formula impacts

Compensation and retirement benefits 

To attract and retain quality employees, government employers balance salaries, pensions 
and other benefits. While salaries provide immediate compensation, retirement benefits 
provide deferred compensation. The deferred nature of retirement benefits allows 
employers to offset present-day salaries by leveraging long-term investment returns for 
compensation in retirement. 

California Public Employee Retirement Benefits—
Assessing Compensation Changes 
 
April 2014

Retirement Research & Planning Division
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Most state and local government employers provide a DB plan and, in some cases, participate 
in Social Security to support employee retirement. Typically, both employers and employees 
contribute to the normal cost1 of funding a DB plan and, if applicable, the employer is respon-
sible for any unfunded liability. The plan administrator professionally invests contributions 
and disburses benefit payments (or annuity). The benefit reflects a retirement formula based on 
age, years of service and average salary over a specific number of years. Under a DB plan, the 
employer incurs the risk that the collective membership may outlive plan assets (longevity risk) 
and that plan investments may not meet projected investment returns (investment risk). 

Currently, if an employer participates in Social Security, the employer and employee each 
pay 6.2 percent of wages up to the $113,700 salary cap (2013). The Social Security Administra-
tion invests these payroll taxes in federally guaranteed securities. Upon retirement, participants 
receive a monthly benefit based on age, lifetime earnings and credits.2 

To meet their retirement goals, public employees may augment their DB plan and Social 
Security with personal savings through defined contribution plans or individual retirement 
accounts. As with any personal savings, the individual decides how much to contribute and is 
responsible for managing the investments. At retirement, the employee can access accumulated 
savings and investment returns.3 When employees rely on personal savings for retirement, they 
incur longevity and investment risks. Figure 1 shows components of public employee retirement.

Figure 1: Typical public employee retirement components

Employee –  
share of normal cost

Employer – 
share of normal cost 
& unfunded liability

Monthly benefit based on  
age, length of service &  
final average compensation

Defined 
benefit

Professionally 
managed

Employee – 
6.2% of wages

Employer – 
6.2% of wages

Monthly benefit based on 
age, lifetime earnings & 
credits

Social  
Security Federally 

guaranteed 
securities

Employee –  
discretionary

Total accumulated savings  
& interest

Personal 
savings Self-managed

Investments Retiree incomeContributionsComponent
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Comparing government compensation expenditures

To address concerns regarding California state and local government spending on compensa-
tion, CalPERS researchers compared state and local government compensation across all 
states and the District of Columbia. Although compensation can include other benefits such 
as health insurance, this study focuses only on salary and retirement benefit compensation. 
Retirement benefit compensation includes only DB plan and Social Security benefits. 

State and local government participation in Social Security varies and many offer enhanced 
DB plans to compensate for lack of participation.4 To account for varied Social Security 
participation and DB plan benefits, this study calculates retirement contributions in total.5 

CalPERS researchers used U.S. Census Bureau data to estimate government employee 
compensation (salaries, retirement and total) as a percent of total government expenditures,6  
by state. Researchers also identified highest and lowest levels of employee compensation  
spending. The following table summarizes the findings:

Table 1: Estimated percent of total government expenditures

2010 Compensation

All States and District of Columbia

CaliforniaAverage Low High

Total Compensation 30.98% 25.09% 39.22% 30.92%

Salaries 27.05% 22.50% 35.21% 26.68%

Retirement (DB plan & Social Security) 3.94% 2.29% 5.50% 4.24%

Comparatively, California state and local government spent 0.06 percent less than the 
national average on total employee compensation, 0.37 percent less on salaries and 0.30 percent 
more on retirement benefits. In 2010, California government expenditures supporting public 
employee compensation were consistent with other states. PEPRA, however, changes overall 
compensation by decreasing benefits for new employees and by requiring some employees to 
contribute toward their DB plan’s normal cost. 

Scenario assumptions

CalPERS researchers developed hypothetical scenarios using CalPERS Classic and PEPRA 
employee benefit formulas and Social Security benefit calculations to compare the monetary 
value of retirement benefit types and the impact of the PEPRA formula on benefits. New 
CalPERS members are PEPRA employees; others are Classic employees. Although Classic 
and PEPRA employee benefits apply to public employees based on date of membership, this 
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study uses the same membership and retirement dates for a consistent comparison. This study’s 
hypothetical scenarios assume the employees: 

•	 Receive a starting annual salary of $46,000 in 20137

•	 Participate in Social Security throughout their working life 8 
•	 Earn 20 years of CalPERS service credit9

•	 Receive a benefit based on the Miscellaneous Classic or PEPRA formula10 
•	 Retire on December 31, 2033 at age 62 and one month
•	 Live to age 82

Monetary value of benefit type 

While retirement plans provide social and economic value, this study calculates the monetary 
value of retirement compensation. To determine the monetary value of CalPERS DB plan and 
Social Security benefits, this study: 

•	 Uses scenario assumptions to calculate total: 
 » Normal cost contributions 
 » Projected retirement distributions

•	 Brings total contributions and projected retirement distribution to 2013 dollars 11 
•	 Divides the total retirement distribution by the total contribution 

This study’s hypothetical scenarios show that for every contribution dollar, government 
employers and public employees will receive an estimated: 

•	 $3.00 from CalPERS 
•	 $1.66 from Social Security

CalPERS exceeds Social Security’s monetary value by approximately $1.34 for every  
contribution dollar, reflecting CalPERS professional investment management and  
portfolio diversification. 

PEPRA formula impact

PEPRA changes the benefit formula for new public employees and impacts the balance 
between salaries and retirement benefits. It reduces benefit formulas and increases  
retirement ages. PEPRA also standardizes California’s pension benefits by decreasing the 
number of DB plan formulas for each employee category.12 As a result, new employees will 
receive less in DB plan retirement income than Classic employees who retire at the same  
age with the same years of service credit. 
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To estimate PEPRA’s impact on new employees, CalPERS researchers entered this study’s 
scenario assumptions into CalPERS and Social Security benefit calculators and converted 
the results to 2013 dollars. The CalPERS Classic employee would receive an Unmodified 
Allowance13 of $2,140 per month, while the PEPRA employee would receive $1,705. In these 
hypothetical scenarios, both would also receive $1,428 each month from Social Security. Figure 
2 displays the retirement benefit for each employee by benefit formula type. 

 

Figure 2: Monthly retirement allowance (miscellaneous employees, Unmodified Allowance, 
2013 dollars) 

PEPRAClassic

 
$2,140

Social Security

 
$1,705

 
$1,428

 
$1,428

CalPERS pension

The PEPRA employee would receive $435 less per month in retirement income than  
the Classic employee due to the benefit formula changes. PEPRA employees who wish to  
retire with the same income as Classic employees will need to work longer or save to make  
up the difference. If they choose to save, they will likely need to save even more than the  
$435 monthly retirement income difference because of longevity and investment risks  
associated with personal savings. 

A CalPERS white paper titled, The Emerging Role of Defined Contribution Plans for  
California Public Employment, estimates the PEPRA employee with the same scenario  
assumptions will need to save $483 monthly with a 6 percent return on investment or  
$682 monthly with a 3 percent return on investment. To compete for quality employees, 
government employers may find they need to adjust salaries to make up for the reduction  
in retirement compensation.14 
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Conclusions

This study shows that while California government employers spent slightly more on retire-
ment benefits than the national average in 2010, they spent less on overall compensation 
when considering salaries and retirement benefits. Using hypothetical scenario assumptions 
for Classic and PEPRA Miscellaneous employees, researchers found that CalPERS returned 
approximately $3.00 for each dollar contributed by employees and employers to the pension 
fund. This is a result of a DB plan’s ability to manage investments professionally and to invest 
for the long-term.

PEPRA changes compensation by reducing benefits for new public employees and requir-
ing others to pay more of the DB plans’ normal costs. CalPERS estimated that a legislative 
proposal similar to PEPRA might save its plans between $42 billion and $55 billion over the 
next 30 years.15 The CalPERS PEPRA employee in this study will receive $435 less per month 
in retirement income than his or her Classic employee peers. To retire with the same income 
as their Classic employee peers, PEPRA employees will likely need to save more to mitigate 
longevity and investment risks. 

While PEPRA is projected to decrease California state and local government retirement 
contributions in the long run, it also decreases employee compensation. Unless government 
employers adjust total compensation, this could impact their ability to attract and retain 
quality employees. To stay competitive and support employee retirement security, government 
employers may consider creative employee compensation strategies and provide employees  
with opportunities to enhance personal savings so they can meet their retirement goals.
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Endnotes

1 The normal cost is the annual cost of active 
employees’ service accrual for the upcoming 
fiscal year. Required employee contributions 
are part of the total normal cost. The remaining 
portion is the employer normal cost. Actuaries 
view this portion as the long-term employer 
contribution rate.

2 According to the Social Security Administration,  
if you were born in 1929 or later, you need 40 
credits to retire. In 2013, participants must have  
annual covered earnings of $1,160 to earn one  
Social Security credit or annual covered earnings  
of $4,640 to earn four Social Security credits.

3 Distribution rules vary by plan type. 

4 National Association of State Retirement 
Administrators. NASRA Issue Brief: State and 
Local Government Spending on Public Employee 
Retirement Systems. May 2013. Web. 5 May 2013.

5 Researchers determined the approximate 
percent of government salaries covered by Social 
Security using the percent estimated in a 2010 
Governmental Accountability Office Report. 
Researchers calculated the Social Security 
contribution by applying the tax rate to total 
covered salaries. This study did not take into 
account the Social Security maximum taxable 
earnings limit. Therefore, Social Security and 
retirement costs may be slightly overstated.

6 According to the U.S. Census Bureau website, 
expenditures are all amounts of money paid  
out by a government — net of recoveries and 
other correcting transactions — other than for 
retirement of debt, investment in securities, 
extension of credit, or as agency transactions. 

7 Researchers based starting annual salary on the 
approximate starting salary of a Staff Services 
Analyst - Range C (State).

8  Social Security provides benefits based on  
an employee’s entire working life, regardless  
of public or private employment. 

9  Researchers assumed 20 years of service based 
on the average years of service for all service 
retirements as of June 30, 2012.

10 The Classic Miscellaneous employee formula  
is 2 percent at age 55 and the PEPRA  
Miscellaneous employee formula is 2 percent  
at age 62. In these scenarios, the Classic 
employee retiring at age 62 has a 2.438 percent 
benefit factor. The PEPRA employee retiring  
at age 62 has a 2 percent benefit factor

11 Adjusted contributions and benefit payments  
to reflect purchasing power in 2013 dollars.

12 PEPRA Miscellaneous employees receive a  
2 percent at age 62 benefit formula. PEPRA 
State Tier II employees receive 1.25 percent at 
age 67. PEPRA Safety employees receive one  
of three benefit formulas: 2.7 percent at age 57,  
2.5 percent at age 57 or 2 percent at age 57. 

13 The Unmodified Allowance is the highest 
benefit payable with no optional benefit for  
a beneficiary upon the member’s death.

14 Legislative Analyst’s Office. Public Pension and 
Retiree Health Benefits: An Initial Response to the 
Governor’s Proposal. November 2011. Web. 16 
May 2013.

15 California Public Employees’ Retirement 
System. Actuarial Cost Analysis California Public 
Employees’ Pension Reform Act of 2013. August 
2012. Web. 1 May 2013. 
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Introduction 

The Public Employees’ Pension Reform Act (PEPRA) of 2013 changes defined benefits 
for new public employees in the State of California.1 These new members earn less in 
defined benefits than Classic employees.2  To retire with benefits comparable to Classic 
employees, PEPRA employees can either work longer or save to augment their defined 
benefits. The purpose of this paper is to estimate the savings and additional years of 
service PEPRA employees need to retire with income comparable to Classic employees. 

Public employees typically rely on defined benefit (DB) retirement plans as their 
primary retirement income and defined contribution (DC) retirement plans to  
supplement that income. Under PEPRA, DC plans may assume a more important role  
in retirement planning. This paper uses hypothetical CalPERS member scenarios to: 

•	  Estimate PEPRA impacts to DB plan retirement benefits 
•	  Estimate target replacement savings to offset the PEPRA impact
•	  Estimate monthly DC plan contributions to achieve target replacement savings
•	  Estimate the number of additional years of service needed to offset PEPRA impacts
•	  Demonstrate the benefits of sustained long-term savings

The Emerging Role of Defined Contribution  
Plans for California Public Employees 
 
April 2014

 1

Retirement Research and Planning Division
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2 | The Emerging Role of Defined Contribution Plans

Defined benefit and defined contribution plans

DB plans provide guaranteed lifetime retirement benefits. The amount of the benefit reflects a 
retirement formula which includes a benefit factor based on age at retirement, years of service 
and highest average salary over a specific number of years. Employer and employee contribu-
tions and investment earnings fund DB plans.

DC plans are tax qualified deferred compensation accounts prescribed by Internal Revenue 
Code.3 DC plans function like individual accounts where the employee, employer or both 
contribute. Employees determine the amount of contributions and allocate contributions 
across investment funds.

One key difference between DB and DC plans is which party assumes investment and 
longevity risks. Longevity risk is the risk that an employee will outlive their savings. Investment 
risk refers to the chance that investments underperform.

Employers assume DB plan investment and longevity risks. If plan investments do not 
perform as projected, employers need to contribute more. Normally, employers are legally 
required to fund benefits throughout the employee’s life and, in some cases, throughout the 
lives of designated beneficiaries. 

Employees assume DC plan investment and longevity risks. The savings at retirement 
depend on contributions and investment returns. Higher contributions and investment returns 
lead to higher savings, and lower contributions and investment returns lead to lower savings. 

Scenario assumptions 

PEPRA reduces benefit formulas and increases retirement ages. It also standardizes California 
DB pension benefits by decreasing the number of DB formulas for Miscellaneous and Safety 
employees.4 As a result, PEPRA employees will receive less in DB retirement benefits than 
Classic employees retiring at the same age with the same years of service. This study develops 
four hypothetical employee scenarios using CalPERS Classic and PEPRA benefit assumptions 
to estimate PEPRA impacts and the savings or additional years of service employees need to 
mitigate those impacts given the specified retirement age:

1.  Miscellaneous employee retiring at age 55
2.  Miscellaneous employee retiring at age 62
3.  Safety employee retiring at age 50
4.  Safety employee retiring at age 57
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The hypothetical scenarios assume that both Miscellaneous and Safety employees retire 
with 20 years of service, a starting salary of $46,000 and final annual salary of $92,200.5  
Figure 1 specifies the benefit factors applied to the four scenarios:

Figure 1: Benefit Factors

Miscellaneous Safety

Retirement Age 55 62 50 57

Classic Factor 6 2.00% 2.44% 3.00% 3.00%

PEPRA Factor 1.30% 2.00% 2.00% 2.70%

PEPRA impact

To estimate PEPRA monthly retirement benefit impacts, CalPERS researchers used the  
scenario assumptions to estimate DB plan benefits at retirement:

Figure 2: Retirement Benefit 

 

Miscellaneous

$3,020

$1,907

$3,681

$2,933

Classic
PEPRA

Safety

$4,610

$2,987

$4,610

$4,032

Age 55

Age 62

Age 50

Age 57

PEPRA Miscellaneous employee retirees  
will receive:

•	 $1,113 less per month than 
Classic employees at age 55 

•	 $748 less per month than  
Classic employees at age 62

PEPRA Safety employee retirees  
will receive:

•	 $1,623 less per month than 
Classic employees at age 50 

•	 $578 less per month than 
Classic employees at age 57
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4 | The Emerging Role of Defined Contribution Plans

PEPRA employees wishing to retire at the same age and with the same monthly income as their 
Classic employee peers must save to fill the monthly DB plan benefit gap. The gap between 
Classic and PEPRA monthly retiree benefits decreases as employees age due to varying benefit 
factor increases. Therefore, employees who wish to retire at a younger age must save more than 
those who retire later. In the following sections, researchers estimate the overall savings (target 
replacement savings) and monthly contributions needed to fill the benefit gap for employees in 
each of the four hypothetical scenarios.

Target replacement savings 

Researchers used the “4 Percent Rule” and the PEPRA DB plan retirement benefit gap to 
calculate the total target replacement savings for the hypothetical scenarios highlighted in  
this paper. The target replacement savings represents the total savings the PEPRA employees 
would need to accumulate during their careers to close the retirement benefit gap. Under the  
4 Percent Rule, individuals can normally make their savings last throughout retirement by 
taking an initial 4 percent distribution of their total DC plan balance and increasing this 
amount for inflation each year. Research studies indicate retirees using the 4 Percent Rule can 
be 90 to 95 percent confident their savings will last 30 years or more (Reichenstein 10).7 The 
4 Percent Rule may help mitigate longevity risk. Figure 3 displays the PEPRA employee target 
replacement savings estimates:

Figure 3: Replacement Savings 

PEPRA Miscellaneous Retirement Age Target Replacement Savings

55 $334,000

62 $224,414

PEPRA Safety Retirement Age Target Replacement Savings

50 $487,000

57 $173,400
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PEPRA Miscellaneous employees planning to retire at age 55 will need to save approxi-
mately $110,000 more than those who plan to retire at 62. The difference is even greater for 
PEPRA Safety employees. Those who retire at 50 will need to save approximately $314,000 
more than those retiring at 57.

Monthly DC plan contributions

To achieve the target replacement savings, PEPRA employees could contribute to a DC plan 
throughout their careers. The monthly contributions required to achieve the target replacement 
savings is dependent on the assumed performance of the DC plan investments. Higher 
investment returns lead to lower required contributions and lower returns lead to higher 
required contributions. DC plans have no investment performance guarantee and employees 
assume all investment risk. Therefore, researchers assumed a range of investment returns to 
estimate the contributions needed to close the retirement benefit gap for each hypothetical 
scenario. To demonstrate how much PEPRA employees need to contribute each month to 
achieve target replacement savings, researchers assumed:

•	 Investment returns of 3 and 6 percent annually 
•	 Interest compounded monthly
•	 Consistent savings for 20 years

PEPRA employees who want to retire at 50 (Safety) or 55 (Miscellaneous) will need to 
contribute more than those retiring at 57 or 62, respectively. Figure 4 illustrates the monthly 
DC contributions PEPRA employees would need to achieve the target replacement savings 
assuming a 3 percent and 6 percent return on investment:

Figure 4: Monthly Contributions

PEPRA Miscellaneous

$1,015

$719

$682

$483

3 Percent Return

Age 55

Age 62

6 Percent Return

0 300 600 900 1200 1500

PEPRA Safety

$1,480

$1,049

$527

Age 50

Age 57
$373
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Working longer to offset PEPRA impacts

PEPRA employees can also work longer than Classic employees to close the benefit gap. To 
estimate how much longer PEPRA employees need to work to achieve Classic employee retire-
ment benefits, researchers increased the retirement age and corresponding benefit factors under 
the scenario assumptions.8 Figure 5 identifies the additional years of service PEPRA employees 
need to achieve benefits comparable to Classic employees with 20 years of service under the 
four scenarios.

Figure 5: Additional Years of Service

To retire with benefits comparable to Classic 
employees, PEPRA Miscellaneous employ-
ees can work until:

•	 Age 59 – 4 years longer than 
Classic employees retiring at age 55

•	 Age 64.5 – 2.5 years longer than 
Classic employees retiring at age 62

To retire with benefits comparable to  
Classic employees, PEPRA Safety employees 
can work until:

•	 Age 55 – 5 years longer than 
Classic employees retiring at age 50

•	 Age 60 – 3 years longer than 
Classic employees retiring at age 57

Miscellaneous

Classic
PEPRA

Safety

$3,020 monthly retirement benefit

$3,681 monthly retirement benefit

$4,610 monthly retirement benefit

$4,610 monthly retirement benefit

retire at 55

retire at 59

retire at 50

retire at 55

retire at 62

retire at 64.5

retire at 57

retire at 60
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Sustained long-term savings 

It is important for individuals who plan to increase DC plan contributions to understand the 
benefit of sustained long-term savings. Individuals who consistently contribute toward their 
DC plan throughout their careers may enjoy greater investment returns due to compounding. 
Compounding occurs when investment interest earnings are reinvested and continue growing 
over the long-term. DC plans offer an added benefit in that the contributions and compound-
ing are tax-deferred. 

To demonstrate the impact of compounding, researchers calculated investment growth  
for the Miscellaneous PEPRA employee retiring at age 55, assuming a 6 percent annual  
investment return. Figure 6 demonstrates the impact of compounding on a $719 monthly 
contribution.

After 20 years, the employee contributed 
$172,628 and has $161,372 in compound 
earnings for a total savings of $334,000. 
Compounding makes up 48 percent of the 
account total. Had this employee put off 
saving for the first ten years of his or her 
career, the employee would have contributed 
$86,314 and had $32,151 in compound 
earnings for a total savings of $118,465. 
Compound earnings would make up only 27 
percent of the account total. To maximize the 
benefits of compounding, employees should 
begin saving early and save consistently 
throughout their careers.

10 years20 years

$32,151

$86,314

$161,372

$172,628

$334,000

$118,465

Contributions

Compound Earnings

10 years20 years

Figure 6: Total Savings
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Conclusion

PEPRA reduces defined benefits for new public employees by increasing the retirement age 
and changing the benefit factors for Miscellaneous and Safety employees. The hypothetical 
CalPERS PEPRA employee scenarios in this study demonstrate the need for these employees 
to save between $373 and $1,480 per month throughout their careers or work 2.5 to 5 years 
longer to retire with the same income as Classic employees. 

DC plans provide employees with a savings vehicle to supplement their DB plan retirement 
benefits and meet their retirement age and savings goals. To mitigate the impact of longevity 
and investment risk, employees may need more DC plan savings than if the investments were 
part of a DB plan to achieve the same results.9 Therefore, it is important to save consistently 
over the life of their career. Sustained, long-term savings allows employees to maximize the 
impact of compounding. 

While PEPRA reduces the defined benefits for new public employees, with careful  
planning and sustained long-term savings in a DC plan, PEPRA employees can retire with  
the same income as Classic employees. As employees become more aware of the need  
to save for retirement, DC plans may play a more significant role in retirement planning.

Note to reader 

The hypothetical scenarios and assumptions in this paper are for illustrative purposes only 
and are not a direct endorsement by CalPERS. Final salary, a main component of the benefit 
calculation, will vary. The assumptions may not represent actual investment performance nor 
protect against longevity and investment risk. Readers should consider their individual circum-
stances and risk tolerances and consult with a financial expert to establish their individual 
retirement plans.
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Endnotes

1 PEPRA impacts all California State 
and local retirement systems, with the 
exception of charter cities and counties 
that administer independent retirement 
systems.

2 Classic employees also include employees 
who were members of a public retirement 
system prior to January 1, 2013, and 
returned to work for the same public 
employer or different public employer 
after a break of less than six months. 

3 Common types of DC plans include 
401(k), 403(b), 457 and individual 
retirement accounts. These plans often 
include tax benefits. 

4 PEPRA Miscellaneous employees receive 
a 2 percent at 62 benefit formula. PEPRA 
Safety employees receive one of three 
benefit formulas: 2.7 percent at 57,  
2.5 percent at 57 or 2 percent at 57. 

5 The final salary in these scenarios equate 
to $53,591 in 2013 dollars. This amount 
represents the purchasing power of the 
2033 salary of $92,200 in 2013. The final 
salary is based on approximate starting 
salary of a Staff Services Analyst Range 
C (State classification) and is escalated 
based on Social Security Administration 
salary inflation rates. The final average 
salary used in the scenarios is based on the 
single highest year for Classic employees 
and the three highest years for PEPRA 
employees as required by the new law.  

The amount used for Miscellaneous 
employees has been modified for Social 
Security coverage. Researchers assumed 20 
years of service based on the average years 
of service for all service retirements as of 
June 30, 2012.

6 Depending on the employer, membership 
classification and initial hire date, 
Classic employee retirement formulas 
vary. The scenarios use two of the most 
common formulas: 2 percent at 55 for 
Miscellaneous employees and 3 percent  
at 50 for Safety employees.

7 Four percent withdrawal studies assume 
an investment portfolio mix of 50 percent 
equities and 50 percent fixed income. 
Risk-averse retirees may prefer to use 
lower withdrawal rates. The 4 percent 
withdrawal rate is only a guideline. 

8 The corresponding benefit factor for 
PEPRA Miscellaneous members is 1.7% 
at age 59 and 2.25% at age 64.5; For 
PEPRA Safety members, the factor is 
2.5% at age 55 and 2.7% at age 60. 
Classic and PEPRA members have an 
identical benefit factor of 2.5% at age 67.  

9 Findings from an August 2008 study 
titled “A Better Bang for the Buck: The 
Economic Efficiencies of Defined Benefit 
Pension Plans” indicate “that a DB pension 
plan can offer the same retirement 
benefit at close to half the cost of a DC 
retirement savings plan.”
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